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I. Overview
Canada and the United States culminated ten years of treaty renegotiations by exchanging "instruments of ratification" on August 16, 1984, bringing into force a new double tax agreement which can have substantial effect
on the taxation of cross-border business and related transactions. The new
bilateral agreement [hereinafter referred to as the 1980 Convention], comprising the Convention signed on September 26, 19801 and two Protocols
signed subsequently, 2 replaces the treaty signed in 1942 [hereinafter referred to as the 1942 Convention]. 3
Ratification of the 1980 Convention was delayed until 1984 by several
issues which arose after its initial signing. 4 In the United States there was the
1. Convention with respect to taxes on Income and Capital, United States-Canada, Sept.
26, 1980, T.I.A.S. No. -,
reprintedin FED. TAXES, 1 TAX TREATIES (P-H) 22,030 [hereinafter cited as P-H].
2. Protocol Amending the Convention of Sept. 26, 1980, with Respect to Taxes on Income
and Capital, June 14, 1983 (see P-H, supra note 1, at 20,066 for its text) [herein referred to as
First Protocol]; Second Protocol Amending the Convention of Sept. 26, 1980, with Respect to
Taxes on Income and Capital, as amended by the protocol of June 14, 1983, signed on Mar. 28,

1984 (see P-H, supra note 1, at

22,069 for its text).

3. Convention and Protocol of Mar. 4, 1942, as modified and supplemented, for Avoidance
of Double Taxation and Prevention of Fiscal Evasion in the case of Income Taxes, United
States-Canada, Mar. 4, 1942, T.S. No. 983; amended June 12, 1950, T.I.A.S. No. 2347; Aug.
8, 1956, T.I.A.S. No. 3916; supplemented Oct. 25, 1966; T.I.A.S. No. 6415 (see P-H, supra
note 1, at
22,103; 22,142; 22,168; 22,174 respectively) [hereinafter cited as the 1942

Convention].
4. In Canada the treaty was ratified by enactment of Bill S-24 given Royal Assent on June 19,
1984; in the United States, ratification was effected by the U.S. Senate on June 28, 1984.
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enactment on December 5, 1980, of the Foreign Investment in Real Property Tax Act (FIRPTA). 5 In Canada the now-defeated Liberal Government
sought to resuscitate the Canadian oil and gas industry and introduced the
National Energy Program, which substantially curtailed both the freedom of
activity enjoyed previously by United States oil and gas companies in
Canada and the attractive fiscal and tax environment in which they operated. These and certain other issues, e.g., Canada's prohibition against the

deductibility of advertising costs on United States border television
stations, 6 led to rejection of the 1980 Convention by the United States

Senate Foreign Relations Committee in ratification hearings which took
place in fall 1981.
The process was further delayed, despite the signing of the First Protocol

on June 14, 1983, when some nine days later the Canadian Department of
Finance introduced the "Income Tax Conventions Interpretation Act," 7

substantially aimed at claims for treaty exemption under the 1942 Convention by certain United States based oil and gas operators and contract
drillers. That law was in response to a decision of the Canadian Supreme
Court in Melford,8 where the Court held that treaty exemption claims can be
based on meanings and definitions under domestic law at the time a treaty is
signed, notwithstanding subsequent and perhaps adverse modifications
thereto.

The two Protocols, together with (1) a competent authority agreement

5. Public Law 96-499, enacting, inter alia, sec. 897 of the Internal Revenue Code of 1954 (26
U.S.C.A. § 897 (West Supp. 1985)).
6. The Income Tax Act, ch. 63, § 19 1970-72, CAN. STAT. 1311 amended [hereinafter cited as
the Canadian Income Tax Act]. The U.S. has recently enacted retaliatory legislation which
denies a deduction in computing U.S. taxable income for costs of advertising on a border
television or radio station located in Canada where the advertisement is aimed primarily at the
U.S. market. Pub. L. No. 98-573, 98 Stat. 2948 (1984) (codified at 26 U.S.C. § 162 (j)).
7. Tabled by Ways and Means Motion, June 23, 1983; modified by Revised Ways and Means
Motion of April 5, 1984; and enacted in late December 1984 by Bill C-10.The primary purpose
of this law is twofold. First, it provides that where a term is used in a double tax treaty is not
defined in an exclusionary fashion therein, reference may be made to any relevant definition
thereof under the Canadian Income Tax Act, extant in respect of the year or particular time in
respect of which the application of a provision arises and not the meaning extant at the time the
treaty was signed or negotiated. See Melford Development Inc., infra note 8 and infra sec.
III.A.2(f) of this article. Second, the law provides that where a treaty permits deductions in
computing the business profits of a Canadian branch operation of an enterprise carried on by a
resident of the other Contracting State, such deductions will be determined by reference to the
rules of the Canadian Act, supra note 6, and in particular no amounts which may not be
deducted for Canadian tax purposes may be deducted for purposes of such a treaty provision.
As inferred in the text, this provision was aimed at U.S. oil and gas companies which sought to
deduct certain royalties paid to provincial governments which are prohibited under the terms of
the Canadian act. See infra sec. III.B of this article.
8. Melford Developments Inc. v. Her Majesty the Queen, 82 D. Tax 6281. See infra notes
64-66 and accompanying text.
WINTER 1986
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signed in January 1984 concerning U.S. oil and gas drilling contractors; 9 (2)
private agreements under the auspices of the Canadian Financial Administration Act concerning claims by certain U.S. oil and gas operators;10 and
(3) a modification of the (then proposed) Income Tax Conventions Interpretation Act," paved the way for finalization of the treaty.
The 1980 Convention, brought into force on August 16, 1984,12 is being
phased in over a period of roughly two years. Rules governing the taxation
of passive items of income, such as interest, dividends, royalties, pensions,
and the like, generally take the form of a flat withholding tax on gross
payments under the domestic laws of both countries, and apply to payments
on or after October 1, 1984.13 Treaty rules governing the taxation of other
types of income, e.g., business, employment, gains, etc., generally apply to
income recognized in taxable years commencing on or after January 1,
1985.14 An important transitional rule is provided by art. XXX(5) which
entitles taxpayers to use rules under the 1942 Convention through the 1985
tax year, which in the case of corporations may extend late into 1986, in
circumstances "where any greater relief from15tax would have been afforded,
by any provision of the 1942 Convention.,
This article focuses on some of the more important immediate and longterm effects of the 1980 Convention on cross-border business and related
activities. The article is, however, necessarily general, and there is no
substitute for careful study of the Convention and related materials to fully
appreciate its subtleties and limitations.
II. Real Estate Investments
A.

FINANCING CONSIDERATIONS

1. CanadianInvestors in United States Real Estate

Canadians who invest directly in U.S. real estate may be entitled to
deduct, for U.S. tax purposes, interest incurred on funds borrowed to
9. Letter agreement entered into on January 26, 1984 between P. E. Coates, Associate
Commissioner (Operations), Internal Revenue Service and J. R. Robertson, DirectorGeneral, Audit Directorate, Department of National Revenue. See P-H, supra note 1, at

22,178.
10. Order Respecting the Remission of Certain Income Taxes Payable by Chevron Standard
Limited, O.I.C. P.C. 1984-1758, May 24, 1984, pursuant to section 17 of the Financial
Administration Act and Order Respecting the Remission of Certain Income Taxes Payable by
Hamilton Brothers Oil and Gas Corporation, O.I.C. P.C. 1985-703, Mar. 20, 1985, pursuant to
section 17 of the Financial Administration Act.
11. Supra note 7.
12. P-H, supra note 1, 22,001 and art. XXX(1).
13. Art. XXX(2)(a).
14. Art. XXX(2)(b).
15. For a detailed analysis of the coming into force and transitional rules, see Boidman, New
VOL. 20. NO. I
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finance the investment. Such a deduction may arise directly in the case of
rental revenue producing property, where the investment amounts to a6
United States trade or business, or where an election is made to so treat it,1
or indirectly in the case of either development projects or the holding of
undeveloped land, where the interest is capitalized and eventually taken
into account in computing gain from the disposition of the property.

If the lender is a foreign person (i.e., not a U.S. citizen, U.S. resident, or
U.S. domestic corporation), then interest paid to such a lender may be
subject to U.S. tax to the extent such interest is determined to have a U.S.
source. This can arise where the investor-borrower is a foreign (e.g., Canadian) corporation which derives, from U.S. sources, 50 percent or more
of its gross revenue which is effectively connected to U.S. trades or

businesses,' 7 or where it is a partnership comprised, for example, of Canadian individuals, corporations, or a combination thereof and is considered

to be engaged in a U.S. trade or business in respect of the underlying rental
property investment.
Under art. XII of the 1942 Convention, such interest when paid by a
Canadian resident corporation is exempt from United States tax. 18 The 1980
Convention curtails this type of exemption. The exemption will arise only
where the interest payment is not considered to be borne by a permanent
establishment in the U.S. of the Canadian payer. 19 In other words, a
Canada-U.S. Treaty: Effective Dates and Transitional Issues, 32 CAN. TAX J. 909 (1984) and
Boidman, The New Canada-U.S. Income Tax Convention-The Effective Date Rules, 13 TAX
MGMT. INT'L J. 346 (1984).
16. 26 U.S.C. §§ 871(d) and 882(d).

17. 26 U.S.C. § 861(a)(1)(D).
18. It should be noted, however, that such an exemption would not apply where the lender
received the interest as part of business which it carries on in the U.S. See Great-West Life
Assurance Company v. U.S., 81-1 para. U.S. Tax Cas. (CCH) 9374 (Ct. Cl. 1982). The
exemption is restricted to withholding taxes, applicable to noneffectively connected interest,
pursuant to 26 U.S.C. § 871(a) or 881.
19. Art. XI(2), (6) and (8). Art. XI(2) permits the U.S. to tax items of interest received by a

resident of Canada, at the rate of 15%, to the extent such interest "arises" in the United States.
Art. XI(6) stipulates that interest arises in the United States where, inter alia, it ispaid by a U.S.
resident or where it is paid by aforeign person in respect of a permanent establishment or fixed
base maintained in the United States and "such interest is borne by such permanent establishment or fixed base." Accordingly, if interest payments received by a Canadian do not arise
within the U.S. within the art. XI(6) provision, it may not be taxed by the U.S. Art. XI(8)
provides an exemption from U.S. tax in respect of interest received by residents of third
countries when paid by aresident of Canada, provided such interest does not "arise" in the U.S.
within the meaning of art. XI(6) (or to the extent the loan is not "effectively connected with a
permanent establishment or fixed base" in the United States of such third country lender).
Accordingly, if a Canadian corporation pays interest, in respect of a U.S. trade or business, which is accorded a U.S. source pursuant to Code, supra note 5, 26 U.S.C.
§861 (a)(I)(D), but such Canadian corporation does not maintain apermanent establishment in
the United States, such interest paid to a third country lender, otherwise subject to U.S. tax
pursuant to the rules of the Internal Revenue Code, will be exempted therefrom by reason of
art. XI(8).
WINTER 1986
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Canadian corporate investor in U.S. real estate, or an individual or trust
which invests as part of a partnership considered to be carrying on a trade or
business, will have to take steps to avoid having a permanent establishment
in respect of the real estate investment if U.S. withholding tax on interest

paid to non-U.S. (e.g., Canadian) lenders is to be avoided.
When does real estate constitute a permanent establishment? As in the
case of the 1942 Convention, the definition in the 1980 Convention of
permanent establishment does not deal specifically with the question. A

decision under the Swiss-U.S. treaty in deAmodio 20 may be relevant, where
it was held that a permanent establishment may be avoided if the revenue
property is managed by a bona fide independent agent, notwithstanding that
the activity is considered to be a U.S. trade or business under domestic law.

Inasmuch as any imposition of U.S. taxes on interest paid to a foreign
lender may increase the cost of borrowing to the Canadian investor, this
change could have a significant impact on Canadian investors in U.S. real
estate. It should be noted that financing arrangements in place or substantially arranged on the date the 1980 Convention was signed, viz., September
26, 1980, are grandfathered so that all interest payments made thereon in

future years which would have been exempted under the provisions of art.
XII of the 1942 Convention will remain exempt from U.S. tax. 2t The
exemption under art. XII will also continue to apply to interest payments
through the end of the 1985 tax year of the foreign lender under the
20. Inez de Amodio v. Commissioner, 34 T.C. 894 (1960).
21. See 1980 Convention, supra notes 1 & 2, art. XI(3)(e). The Technical Explanation of the
1980 Convention released by the U.S. Treasury on April 26, 1984 provides substantial detail
respecting the circumstances under which loan arrangements may qualify for the art. XI(3)
grandfather clause. See Treasury Department's technical explanation of the U.S.-Canada
income tax treaty signed on September 26, 1980 as amended by protocols signed on June 14,
1983 and March 28, 1984, FED. TAXES, I TAX TREATIES (P-H) 33,065. The relevant portion of
the Technical Explanation (with regard to art. XI 3) reads as follows: "Furthermore, interest
paid by a company resident in the other Contracting State with respect to an obligation entered
into before September 26, 1980 is exempt from tax in the State of source (irrespective of the
State of residence of the beneficial owner), provided that such interest would have been exempt
from tax in the Contracting State of source under Article XII of the 1942 Convention. Thus,
interest paid by a United States corporation whose business is not managed and controlled in
Canada would be exempt from Canadian tax as long as the debt obligation was entered into
before September 26, 1980. The phrase 'not subject to tax by that ... State' in paragraph 3(a),
(b) and (c) refers to taxation at the Federal levels of Canada and the United States.
The phrase 'obligation entered into before the date of signature of this Convention' means:
(1) any obligation under which funds were dispersed prior to September 26, 1980; (2) any
obligation under which funds were dispersed on or after September 26, 1980, pursuant to a
written contract binding prior to and on such date, and at all time thereafter until the obligation
is satisfied; or (3) any obligation with respect to which, prior to September 26, 1980, a lender
had taken every action to signify approval under procedures ordinarily employed by such
lender in similar transactions and had sent or deposited for delivery to the person to whom the
loan is to be made written evidence of such approval in the form of a document setting forth, or
referring to a document sent by the person to whom the loan is to be made that sets forth, the
principal terms of such loan."
VOL. 20. NO. I
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coming-into force rules noted above, i.e., art. XXX(5) of the 1980 Convention.
2. United States Investors in Canadian Real Estate
The new treaty arrangements raise similar issues for U.S. investors in
Canadian real estate, although U.S. investors have less flexibility than their
Canadian counterparts as a result of basic differences in domestic law.
Canadian investors can avoid the issues discussed in the preceding section by
borrowing from U.S. lenders, inasmuch as Canadian withholding tax would
not be applicable on interest payments made in this context . 22 U.S. taxpayers investing directly in Canadian real estate would, however, generally
be required to withhold U.S. taxes if funds are borrowed from non-U.S.
lenders even if invested outside the U.S.2 3 Canadian withholding taxes can
apply to interest paid to a U.S. (or other non-Canadian) lender by a U.S.
investor in two situations. First, it may apply where interest is paid on a loan
which is secured by Canadian real estate and the interest is deductible in
computing Canadian taxation.2 4 Second, it can apply where the investment
is considered to constitute the conduct of business, the investor carries on his
business principally in Canada, and the interest is deductible in computing
Canadian taxable income.
The relevant Canadian withholding tax is 25 percent unless reduced by
treaty.2 6 Art. XII of the 1942 Convention exempted U.S. corporations, but

22. See The Canadian Income Tax Act, supra note 6,§ 212(l)(b)(iii)(E) or 212(1)(b)(viii).
23. There is an exception for interest paid by a special purpose U.S. corporation which
restricts its activity to the investment in Canadian real estate because such interest would not
have a U.S. source, pursuant to 26 U.S.C. 861(a)(1)(B) and thus not be subject to U.S. tax.
Query whether the new portfolio interest exemption could also apply.
24. See The Canadian Income Tax Act, supra note 6, § 212(13)(f) and discussion in the
following section of this paper.
25. See The Canadian Income Tax Act, supra note 6,§ 212(13.3)(a). Rents derived from
rental may be considered merely "income from property" or "income from carrying on
business." Such distinction is made by the courts as there are no statutory rules for this purpose.
A leading decision is Wertman v. M.N.R., 64 D.Tax 5158, which decided that such investment
does not amount to a business unless services are provided to tenants which go beyond those
customarily provided by landlords e.g., hotel-like services, etc. However, the courts have
generally subordinated this rule in the case of corporations for which such investment comprises
a principal or sole activity. In such cases, an overriding doctrine that corporations are presumed
to be formed to carry on business generally leads to characterization of rental income derived
from corporations in such circumstances as comprising income from the conduct of a trade or
business. See Cadboro Bay Holdings Ltd. v. The Queen. 77 D.Tax 5115, and King George
Hotels Ltd. v. The Queen, 81 D.Tax 5082. A 1985 decision by the federal court trial division in
Burri v. The Queen, 85 D.Tax 5187, has, however, brought into question the overriding effect
of the presumption of business in the case of corporate investors. It effectively rejected the
thrust of the prior case law, thereby creating substantial confusion in this area. It is not yet
known whether the decision will be appealed (to the Federal Court of Appeal) so as to clarify
the rules for corporations in a definitive fashion.
26. See § 212(l)(b).
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not other U.S. persons, from the re-sourcing rules. Art. XI(2)(6) and (8) of
the 1980 Convention will provide such an exemption, and then for any class
of U.S. investor, only where there is no permanent establishment in respect
of the Canadian real estate. There appears to be no recorded case in Canada
such as de Amodio 27 concerning permanent establishment relating to real
estate investments, although it would seem
reasonable for a Canadian court
28
to follow the rationale of de Amodio.
B.

TAXATION OF RENTS

1. Mainstream Taxes
The major effect of the 1980 Convention on taxation of rents derived from
cross-border real estate investments is the elimination of restrictions on the
rate of withholding tax which may be applied on rents not considered, under
U.S. principles, to be effectively connected to a U.S. trade or business or, in
the Canadian context, on rents not considered to relate to the conduct of
business in Canada.
Art. XI of the 1942 Convention reduced the rates (30 percent in the U.S.
under Code sec. 871(a) and 8B1 and 25 percent in Canada under Canadian
Income Tax Act sec. 212(1)(d)) to 15 percent. Under the terms of the 1980
Convention, either country will be entitled to impose its maximum domestic
rate, pursuant to art. VI, commencing with the investor's 1986 tax year,
pursuant to art. XXX(5).
This change should not affect many investors. From the U.S. perspective,
only single-tenant net-lease properties would ordinarily be subject to this
regime of taxation, and then, in such circumstances, Canadian investors
would generally reduce overall taxation by electing to be treated as though
engaged in a trade or business pursuant to secs. 871(d) or 882(d) of the
Code. 29 From the Canadian perspective, although a broader range of investments, particularly in the hands of individuals, might not be considered to

27. 34 T.C. 894 (1960).
28. Revenue Canada, however, is of the view that a real estate property may comprise a
permanent establishment of a foreign corporation which derives rental income therefrom.
Canadian Dep't of National Revenue, Taxation, Interpretation Bulletin Special Release,
Permanent Establishment of a Corporation in a Province and of a Foreign Enterprise in Canada

(June 7,1985) added the following to paragraph 7 of IT-177R2: "Where the rental income is
derived from real estate, such a corporation will have a permanent establishment wherever the
rental properties are located, while the location of the permanent establishment (or permanent
establishments) of other rental operations will be a determination of fact."
29. It should also be noted that Canadians no longer have a treaty guarantee of a net election
as existed under art. XIIIA(l) of the 1942 Convention. The main implication is that the
alternative code election cannot be rescinded without the permission of the Commissioner,
whereas a treaty election permitted by the 1942 Convention could be adopted or avoided on an
annual basis.
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comprise a business undertaking, 30 comparable net elections pursuant to
sec. 216(1) of the Canadian Income Tax Act would generally be chosen, thus
rendering inapplicable the gross withholding tax regime.
There may be a few circumstances, however, where investors may not
have chosen a net election, in favor of a 15 percent flat withholding tax under
art. XI of the 1942 Convention. This will require reassessment under the
new treaty. Such cases would generally involve matured investments where
the rental-expense ratio is relatively high, as illustrated by the following
example. Assume a Canadian investor owns a U.S. warehouse net-leased to
a single tenant. The property has been held for a considerable period of
time, and there is little or no financing cost associated with the investment
and also low depreciation. Also assume annual rent of $50 thousand and
deductible expenses for U.S. tax purposes of $10 thousand.
In such circumstances, the investor would minimize tax under the 1942
Convention by choosing to pay tax at a flat withholding tax of 15 percent,
resulting in U.S. taxes of $7,500, rather than at graduated rates on net
income, which could result in tax of say $10 thousand-$12 thousand.
However, under the 1980 Convention, the investor would elect net income
treatment, inasmuch as gross withholding taxes at 30 percent would produce
$15 thousand of U.S. taxes, thus exceeding those imposed on a net income
basis.
2. Secondary Taxes
The 1980 Convention can generally reduce secondary corporate taxes on
business undertakings, whether in real estate or other areas, carried on
through a domestic subsidiary owned by a corporation in the investor's
country of residence. Dividends paid in such circumstances will be subject to
a 10 percent tax under art. X(2)(a) of the 1980 Convention in contrast to the
15 percent withholding tax under art. XI of the 1942 Convention.
On the other hand, direct Canadian corporate investors in the U.S. face
an adverse change, similar to that outlined in the preceding section regarding financing, arising out of the provisions of art. X(7) of the 1980 Convention. That article allows the U.S. to impose secondary withholding taxes on
dividends paid by a Canadian corporation to Canadian or other non-U.S.
shareholders in defined circumstances. 3t Where a Canadian corporation (or
30. Supra note 25.
31. Under Canada's domestic law, withholding tax is never imposed on dividends paid by
nonresident corporations although there is a compensation type "branch" tax imposed on
foreign corporations under Pt. XIV of the Canadian Act, supra note 6, levied at the rate of
25%, which has effects similar to dividend withholding tax. This is discussed further below.
Also compare this regime to the similar notions advocated by President Reagan's reform
proposals. In particular, the U.S. would drop its "second" withholding tax, as described above,
on dividends paid by non-U.S. corporations and, instead, impose a 30% branch tax on profits,
WINTER 1986
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individual through a Canadian holding company) owns rental-producing
real estate and the U.S. resourcing rule respecting dividends is engaged

because the corporation derives from U.S. sources 50 percent or more of its
gross revenue from U.S. trades or businesses, 32 the U.S. will be entitled to
impose tax on dividends paid by such a corporation to a non-U.S. shareholder, provided the real estate is considered to give rise to a permanent
establishment in the U.S. (see prior discussion respecting circumstances
where real estate investment might comprise a permanent establishment).
Where a dividend is paid to a Canadian shareholder, the rate of withholding
tax would be limited by art. X(2) to either 10 percent, in the case of a
Canadian corporate shareholder with an interest of more than 10 percent, or
15 percent, in the case of other shareholders.
C. DISPOSITIONS

1. CanadianInvestment in United States Real Estate
The most discussed aspect of the 1980 Convention is the elimination of the

treaty exemption for Canadian investors in U.S. real estate from taxation
under FIRPTA.33 Art. VIII of the 1942 Convention afforded such an

exemption for Canadian investors from direct or indirect interests in U.S.
real property, 34 provided the investor did not have a permanent establishment in the U.S. 35 FIRPTA was written to override treaty exemptions after
December 31, 1984. Canadian investors, however, will continue to benefit
from an exemption beyond that date, because the 1980 Convention, ratified
by the U.S. in June 1984, provides that any benefits under the 1942 Conven-

as defined, realized from and effectively connected to a U.S. trade or business. See The
President's Tax Proposals to the Congress for Fairness, Growth and Simplicity, May 29, 1985
(reprinted in 25 STAND. FED. TAX REP. (CCH) (May 29, 1985)).
32. 26 U.S.C. § 861(a)(2)(B).
33. Supra note 5.
34. In contrast, no other U.S. treaty granted an exemption from FIRPTA in respect of direct
interests.
35. In a surprise move the IRS considers that there is a second requirement. In Technical
Advice Memorandum 86524004, issued February 12, 1985, and published in July 1985, the
Service expressed the view that a Canadian who derived rent from U.S. real property which
amounted to a U.S. trade or business was not entitled to an exemption from tax in respect of the
gain realized from the disposition of the property, pursuant to art. VIII, where he did not
"choose" to pay a flat 15% tax on gross rent pursuant to art. XI of the 1942 Convention rather
than determining liability to tax in respect of the rents pursuant to Code rules for income
effectively connected to a U.S. trade or business. The rationale for this Ruling, based substantially on a prior Revenue Ruling dealing with inconsistent choices in respect of taxing different
streams of the same type of income, seems incorrect for the reason, inter alia, that art. XI of the
1942 Convention does not in fact provide an election or option for a Canadian taxpayer but
merely established a cap on the amount of U.S. tax applicable in defined circumstances. For a
full discussion, see Hudson, Jr., TAM 86524004 is an Unwarranted Extension of Rev. Rul.
84-17, 14 TAX MGMT. INT'L 322 (1985).
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tion, (e.g., art. VIII) will continue to have effect through the first taxation
year (1985) of the Canadian taxpayer following the year of ratification
(1984).36 For Canadian corporate investors with off-calendar tax years, the
extension of full treaty benefits pursuant to art. XXX(5) would provide
exemption into the 1986 calendar year.
The 1980 Convention will also grant partial ongoing relief for Canadian
investors from FIRPTA in defined circumstances under a "fresh start" rule
which effectively will exempt gains ultimately realized to the extent accrued
prior to 1985. Art. XIII(9) restricts the general right of the U.S. to tax
Canadian investors on gains derived from U.S. real estate, under art.
XIII(1) or art. XIII(3), by excluding from such taxation the portion of the
gain realized (after the expiration of full exemption under art. VIII) on
property owned or deemed to have been owned by certain Canadian investors on September 26, 1980, (the date the treaty was signed), provided such
property did not form part of a permanent establishment in the U.S. at that
time. The excluded portion is the greater of the amount determined by a
straight proration formula which allocates gain by reference to the period of
time during which the property was owned prior and subsequent to the end
of 1984, or the amount determined by actually valuing the property at the
end of 1984 for purposes of determining a deemed cost base therein.
For example, assume a Canadian investor acquired a U.S. real property
interest on January 1, 1979, at a cost of $1,000,000; the property had a value
of $3,700,000 on December 31, 1984; and was sold for $4,200,000 on
January 1, 1987. Utilizing the straight time-proration formula, $2,400,000 of
the $3,200,000 overall gain would be excluded from U.S. taxation pursuant
to art. XIII(9). However, under the valuation approach, this stepped up cost

36. Any doubt respecting this interpretation, having due regard to sec. 1125(c) of FIRPTA,
had apparently been eliminated by STAFF OF JOINT COMM. ON TAXATION, 98th CONO., 2D SESS.,
EXPLANATION OF PROPOSED INCOME TAX TREATY (AND PROPOSED PROTOCOLS) BETWEEN THE
UNITED STATES AND CANADA 7 (Comm. Print 1984) (prepared for the Senate Foreign Relations

Committee Hearings on the treaty: "The proposed treaty will allow treaty exemption for U.S.
real estate gains or Canadian investors through the first taxable year that begins on or after
January 1st of the year of ratification. If ratification occurs in late 1984, then U.S. real estate
gains of Canadian investors will generally be exempt through at least all of 1985. In the case of a
taxpayer with a fiscal year beginning December 1, gains will be exempt through to November
30, 1986."
The report goes on to note that: "Treaty exemption for non-Canadian investors will end at
the end of 1984." This is in reference to section 1125(c) of FIRPTA.
The Senate proceeded to ratify the treaty, without modification, by reference to the foregoing explanation prepared by the Joint Committee staff.
The Service issued a Private Letter Ruling, dated December 31, 1984, and published in
March which denied the one year treaty override extension. See LTR. 8513038. A brief but
vocal reaction by interested parties led to publication in June of this year of a Revenue Ruling
which reversed the Private Letter Ruling and confirmed the one year extension. See Rev. Rul.
85-76, 1985-23 I.R.B. 20.
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base to $3,700,000 would provide an exemption for $2,700,000 of the
$3,200,000 gain.
There are a myriad of special rules and considerations in assessing the full
effects of the art. XIII(9) fresh start rule. The U.S. Treasury's Technical
Explanation of the treaty contains eleven different examples setting out
circumstances where and how the rule applies, not only to property owned
or in existence on September 26, 1980, but also to substitute property, say in
the form of shares of a U.S. real property corporation issued, i.e., exchange
for property originally held
by a Canadian investor and received in non37
recognition transactions.
Canadian investors who have been able to structure investment in such a
way as to achieve not only exemption from U.S. tax under the treaty, but
avoidance or at least deferral of Canadian tax as well by reason of the
somewhat unique features of Canada's foreign affiliate-exempt surplus
system, are, as a general matter, more adversely affected by the treaty
change than their U.S. counterparts in respect of whom an exemption from
Canadian tax would often simply serve to move the tax liability from Canada
to the U.S. As a result, Canadian investors may well seek to take advantage
of the one year (art. XXX(5)) "window" on the old treaty exemption to
effect dispositions. This would be particularly so where the property was
acquired after September 26, 1980, and thus is not eligible for the art.
XIII(9) fresh start rule, but has increased in value substantially and can be
disposed of tax-free during the one year "window." On the other hand,
attempts to "step up cost base" in related party transactions are probably
frustrated by the anti-avoidance rules of sec. 1125(d) of FIRPTA which
essentially deny such a step-up in cost base where property is transferred in a
treaty protected sale to a related party, as defined for this purpose in sec. 453
of the Code. Similarly, addition of sec. 367(e) to the Code by DEFRA may
deny sec. 336 nonrecognition treatment to a liquidating distribution by a
37. It should be noted that for these purposes a nonrecognition transaction is given a special
meaning which, for example, would include a transaction which would be deemed not to be a
nonrecognition transaction pursuant to the provisions of 26 U.S.C. § 897(e).
38. A Canadian corporation which owns 10% or more of any class of stock of a nonCanadian resident corporation is not subject to Canadian tax in respect of dividends received in
respect of such stock or in respect of proceeds of disposing of such stock where certain elections
are made under the Canadian Income Tax Act, supra note 6, to the extent such dividends or
disposition proceeds are received out of the "exempt surplus" of the nonresident ("foreign
affiliate") corporation. Such "exempt surplus" arises where the "foreign affiliate" is resident in
and carries on active business through a permanent establishment in a country, such as the
U.S., which has prescribed tax treaty relations with Canada. See the Canadian Act, supra note
6, §§ 90-95 and 113 and Pt. 5900 of the Regulations made thereunder. See generally N.
BOIDMAN, THE FOREIGN AFFILIATE SYSTEM: CANADIAN TAXATION AFTER 1982-STRUCTURED

OVERVIEW; and N. Boidman, Canada's Taxation of Foreign Affiliates-1982 Revisions, TAX
MGMI. INT'L J., Apr. 1983, at 18 (Pt. I); May 1983, at 17 (Pt. II); Aug. 1983, at 14 (Pt. III); Feb.
1984, at 48 (Pt. IV).
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U.S. corporation to Canadian shareholders and thereby preclude transactions designed to maximize the benefits of the transitional rules.
Perhaps a new area to consider is the use of bonus or participating debt
arrangements which may convert effective economic participation in rental
revenue or disposition proceeds to "interest" payments for treaty purposes, 39 which are thus subject to maximum U.S. taxes of 15 percent, or
perhaps exempted entirely under art. XI(8).
2. United States Investors in Canadian Real Estate
The 1980 Convention will also serve to eliminate restrictions on the
applications of Canada's domestic law, which generally imposes tax on
dispositions of Canadian real estate by foreign investors. In Canada, two
types of gains are generally realized upon the disposition of depreciable real
estate. First, there is full recapture of depreciation previously claimed under
sec. 13 of the Canadian Income Tax Act; second, one half of capital gains
(measured as the excess of proceeds over original cost) is taxed at full
domestic rates, under sec. 38 et seq. of the Canadian Income Tax Act. 40
American investors have enjoyed exemption from recapture depreciation
pursuant to art. XIIIA(2) of the 1942 Convention and from capital gains
pursuant to art. VIII.
U.S. investors will also be entitled to the two transitional rules described
above, the extension of all treaty benefits (in this case art. XIIIA(2) and/or
art. VIII) through the end of the 1985 tax year under art. XXX(5) and/or the
fresh start rule pursuant to art. XIII(9). Canada, unlike the U.S., does not
have a domestic anti-step-up rule so that for those investors, who may, for
example, not be eligible for art. XIII(9), a step-up in cost base could be
achieved by carrying out a transaction which qualifies for nonrecognition
under the Code (e.g.-sec. 351 transfer to a U.S. corporation) before the
expiration of the one year window pursuant to art. XXX(5). 4'
39. See the broad definition of "interest" in art. XI(4). An IRS ruling (Rev. Rul. 83-51,
1983-1 C.B. 48), which decided that payments under "shared appreciation mortgages" are
"interest," has been specifically stated to be inapplicable to corporate borrowers. It may also be
noted that a participating debt instrument would constitute a U.S. real property interest. See
Treas. Reg. § 1.897-1(d)(2). Payments made pursuant to such an instrument, however, are not
deemed to comprise gain from the disposition of a USRPI.
40. The Canadian Income Tax Act, supra note 6, §§ 3 and 115, provide the basis for the
application of the domestic rules of tax to dispositions by foreign investors.
41. A step-up in cost base would arise pursuant to the basic rule, under sec. 69 of the
Canadian Income Tax Act, supra note 6, which treats all non-arm's length transfers of
properties as though disposed of at fair market value, subject to a specific "rollover" (nonrecognition rule). Sec. 85(1) provides a rollover where property is transferred to a corporation
in exchange for stock. However, unlike its counterpart under U.S. law, i.e., 26 U.S.C. § 351,
the rule applies only where it is specifically elected by the taxpayer. In the absence of such
election recognition treatment, including step-up basis, arises under sec. 69 of the Canadian
Act.
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PERSONAL RESIDENCES-VACATION

HOMES

Canadians, who often vacation in the sunny south, were particularly
affected by the elimination of exemption from United States tax under
FIRPTA on personal or vacation homes owned in the U.S. This is because a
Canadian may be totally exempt from Canadian tax on a disposition of a
"principal residence," pursuant to sec. 40(2)(b) of the Canadian Income
Tax Act. In concept, the consideration and factors described above apply in
respect of general real estate investment.
A special rule respecting personal residences in circumstances where a
Canadian takes up residence in the U.S. is provided in art. XIII(6) in
relation to post-arrival taxation of gains derived from the sale of a personal
residence owned in Canada by the emigrating Canadian. In such a case,
there would be a step-up in cost base in the home to fair market value at the
time of the move to the U.S. for purposes of determining future U.S.
taxation on the sale of the home.
E.

SPECULATIVE REAL ESTATE DEALINGS

U.S. investors in undeveloped Canadian real estate have had some success in claiming exemption from Canadian tax on dispositions pursuant to
art. 1 of the 1942 Convention. 42 Such exemption will no longer apply. Art.
VI(3) of the 1980 Convention would tax such gains notwithstanding the
general business profits rules of art. VII of the 1980 Convention. It is not
clear whether comparable exemption from U.S. tax would arise under art. 1
of the 1942 Convention in converse circumstances.
III. Business Operations
A.

GENERAL BUSINESS OPERATIONS

1. General Considerations
(a) Permanent Establishment
The 1980 Convention eliminates the concept that use of substantial
machinery and equipment constitutes a permanent establishment, thereby
eliminating much uncertainty which arose under the 1942 Convention respecting the eligibility of companies in ceratin cross-border activities for
exemption from tax on business profits in the host country. 43 This should
help clarify the position of companies engaged in construction, engineering

42. Masri v. M.N.R., 73 D.Tax 5367.
43. 1942 Convention, supra note 3, art. I, provided such exemption for profits which are not
allocable to a permanent establishment; the 1980 Convention, supra note 1 & 2, art. VII
provides a similar rule.
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and related activities, although the new treaty will deem construction and
related projects with installations which exceed twelve months to constitute
a permanent establishment. 4
The 1980 Convention also provides more precise rules for determining the
income which is attributable to, or effectively connected with, a permanent
establishment, as well as providing exemption from host country taxation
where activities are restricted to those of an ancillary or preparatory nature
such as delivery, display, etc. This effect is achieved by carving out of the
term "permanent establishment" facilities used exclusively or solely for
such purposes. Similarly deleted from the definition is an employee or
agent with inventory of the business enterprise. Also, the mere purchase of
goods or providing managerial or stewardship services will not result in
income attributable to the permanent establishment.4 6
(b) Royalties and Other Payments for Technology
The 1980 Convention reduces, in a general way, host country taxation of
royalties and other payments for the use of industrial technology, etc., from
15 percent under art. XI of the 1942 Convention to 10 percent under art. XII
of the 1980 Convention.
The new rules, however, eliminate some preexisting exemptions. For
example, under the 1942 Convention, lump sum payments, not in the form
of rents or royalties, for use, but not outright acquisition of industrial
technology, were considered, at least in Canada, exempt from host country
taxation otherwise arising.48 This type of exemption is precluded by the
manner in which royalties are defined for purposes of art. XII. The 10
percent withholding tax will be applicable to "payments of any kind" in
respect of ".

.

. patent, trademark, design or model, plan, secret formula

or process, or for the use of or the right to use tangible personal property,
or for information
concerning industrial, commercial or scientific experi,,49
ence . ...
44. Art. V(3).
45. Art. V(6).
46. Art. VII(4).
47. Under the Canadian Income Tax Act, supra note 6, a tax of 25% is generally imposed
upon the payment of a rent, royalty or similar payment made by a Canadian resident to a
nonresident in respect of the use or the right to use technology and certain other types of
property in Canada. See The Canadian Income Tax Act, supra note 6,sec. 212(1)(d). Under 26
U.S.C. §§ 861, 871(a) and 881 there is a similar regime, which imposes a 30% tax, on such
payments derived by foreign persons from U.S. sources.
48. Saint John Shipbuilding and Dry Dock Co., Ltd. v. Her Majesty The Queen, 83 D.Tax
6272. held that lump sum payments paid for the right to use, in perpetuity but subject to
restrictive covenants, computer software for shipbuilding did not constitute a rent or royalty
under the 1942 Convention, supra note 3,but rather industrial and commercial profits eligible
for exemption under art. 1,and thus exempt from Canadian tax otherwise arising under the
Canadian Income Tax Act. supra note 6. § 212(l)(d).
49. Art. XII(4).
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The definition of royalties also will include contingent payments for
outright dispositions of technology, although the Technical Explanation
notes that "a guaranteed minimum payment derived from the alienation of
use of) any right or property described in para. 4 is not a
(but not the
'royalty'." 50 It goes on to note that "any amounts deemed contingent on use
by reason of Code sec. 871(e) are, however, royalties under para. 2 of art.
III (General Definitions), subject to art. XXVI (Mutual Agreement Procedure)."
The 1980 Convention exempts copyright royalties and like payments for
the use of literary properties except motion picture film, videotape, or other
means of reproduction for use on television. The 1980 Convention will also
tax payments for industrial and commercial copyrights, whereas an exemption arose under art. XIIIC of the 1942 Convention. It should be noted,
however, that Revenue Canada took a restrictive view of this exemption. In
a press release in June 1983, it excluded payments for computer software
from the exemption, apparently on the theory that such property is not
eligible for copyright, a proposition contradicted by some well-publicized
jurisprudence in the U.S. in 1983 involving contests over proprietary interest in computer software. The copyright exemption and the reduction to
10 percent are not applicable if the royalty received is attributable to a
permanent establishment or fixed base in the other country.
The 1980 Convention limits the right to tax royalties which are effectively
connected to an establishment in a country other than a country of the
payer. 5 1 For example under the 1942 Convention, Canada would seemingly
have the right to impose a Part XIII withholding tax on royalties paid by a
Canadian corporation to an American licensor, regardless of where the
license is being exploited. Under art. XII(8), a Contracting State cannot
impose tax on royalties paid by a resident of the other State unless such
royalties arise in that other State, or they are paid to a resident of that other
State, or the royalty is effectively connected to a permanent establishment
or fixed base situated in that other State.
(c) Related Party Disputes
The 1980 Convention will increase the protection cross-border multinationals have against double taxation arising out of intercompany pricing
adjustments. 52 The 1942 Convention failed to provide relief where unilateral adjustments were made (whether in the intra- or intercompany context)
by one country in respect of a year which had become time-barred in the
other country. Art. IX of the 1980 Convention will extend the period for
50. P-H, supra note 1, 22,065 at 22,081.
51. Art. XII(6) and (8).
52. Such adjustments would arise in the U.S. under 26 U.S.C. § 482 and in Canada under
sec. 69 of the Canadian Act, supra note 6.
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making correlative adjustments for up to six years after the relevant tax year
which, in the case of Canada, is some three years beyond the maximum
three year period contemplated by sec. 152(4)(c) of the Canadian Act and,
in the U.S. is generally three years absent extensions. This benefit only
applies in the absence of fraud, willful default, neglect, or gross negligence.
Conversely, the treaty provides for unilateral withdrawal of a proposed
adjustment if notice if not given the other State within a designated time
period. The article also applies to permanent establishment of a third
country resident doing business in one of the Contracting States with a
related entity in the other Contracting State. It should be noted that these
new rules apply only to adjustments in respect of 1985 and subsequent
taxation years. The Technical Explanation states that "paragraphs 3 and 4 of
Article IX apply to the adjustments made or to be made in respect to taxable
years for which the Convention has effect as provided in paragraphs (2) and
(5) of article XXX (Entry Into Force)." Hence, issues in respect of pre-1985
tax years arising after 1984 will still be governed by the preexisting considerations respecting limitation periods, granting of waivers, etc.
(d) Convention Expenses
Art. XXV(9) provides treaty guarantees for the deductibility of convention expenses incurred by a resident of one country in the other, notwithstanding limitations under local law.
(e) Taxation of Pension Funds
Under art. XXI corporate pension funds will enjoy greater exemption
from tax on portfolio investments made in the other country, somewhat
comparable to that enjoyed under domestic law in the fund's country of
residence. This, however, will not extend to income derived from conducting trades or businesses. A religious, scientific, literary, educational, or
charitable organization resident in Canada, which receives substantially all
its support from non-U.S. persons, is exempt from the U.S. excise tax on
private foundations.
(f) Financing Costs
The withholding rate on interest is reduced to 15 percent, with an exemption for interest charged on arm's-length sales of equipment, merchandise,
or services. As already noted above in the section on real estate, greater
scope will be given to domestic rules for taxing interest paid by a corporation
or other business entity based in the other country in respect of operations
carried on in the host country. For example, the U.S. may now impose tax
on interest paid by a Canadian corporation which has U.S. source income if
the tests of Code sec. 861(a)(1)(D) and art. XI(6) are met, whereas such
payments would have been exempt from secondary withholding taxes under
the 1942 Convention.
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(g) Withholding Tax on Subsidiary
Dividend Payments
As a general matter, the 1980 Convention will reduce the tax burden on
repatriating subsidiary profits. The general withholding rate will decrease
from 15 percent to 10 percent under art. X(2)(a) of the 1980 Convention. 53
The reduced rate applies to dividends paid on or after October 1, 1984,
regardless of when the underlying profit was earned. The Technical Explanation provides 54 that the U.S. inter-corporate dividends received deduction is not available to Canadian corporate residents under the nondiscrimination article.
(h) Tax on Disposition of
Business Interests
Art. XIII(4) will generally continue the exemption now enjoyed under
art. VIII of the 1942 Convention with respect to the sale of the shares of a
subsidiary, subject to the overriding rules permitting host country taxation
where such a subsidiary derives the bulk of its value from real estate
investments. This exemption is more important for U.S. investors in Canada
than vice versa, inasmuch as, under current law, Canada would normally tax
such dispositions in a non-real estate context 55 whereas the U.S. would not.
Art. XIII(2) will, however, permit host country taxation of the sale of
assets comprising a branch operation which consists of a permanent establishment. Generally both the U.S. and Canada would impose tax under
domestic law on such dispositions. The right to tax will be limited to gains
derived within a twelve month period following termination of the permanent establishment. Art. VIII of the 1942 Convention arguably exempts any
gains derived once the establishment is terminated.

53. Under the Internal Revenue Code, supra note 5, there is a 30% tax on dividends paid by
a U.S. corporation (or foreign corporation with prescribed income effectively connected to
U.S. trades or businesses) paid to foreign shareholders. See 26 U.S.C. §§ 861(a)(2), 871(a) and
881. Under the Canadian Act, supra note 6, there is a 25% withholding tax on dividends paid by
a corporation which is resident in Canada to a nonresident shareholder. As noted earlier,
Canada does not impose taxes on dividends paid by nonresident corporations. See infra sec.
III.A.4 of this article.
54. P-H, supra note 1, 22,065 at 22,077.
55. Canadian Income Tax Act, supra note 6, § 115(i)(b)(iii), etseq. A nonresident is subject
to tax on capital gains derived from the disposition of "taxable Canadian property." "Taxable
Canadian property" includes the shares of a corporation which is resident in Canada unless it is
listed on a recognized stock exchange in Canada and the foreign shareholder alone or together
with non-arm's length parties does not own 25% or more of the stock of such corporation.
One-half of the gain derived from the disposition of taxable Canadian property (when held as
an investment) is subject to the standard rules for taxing "taxable capital gains," e.g., it is
included in income subject to ordinary rates of taxation. See generally Canadian Act, supra note
6, §§ 2(3)(c), 3, 38-40 and 115(l)(a)(iii). See also N. BOIDMAN & B. DURCHARME, TAXATION IN
CANADA-IMPLICATIONS FOR FOREIGN INVESTMENT, Ch. VIII (1985).
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2. United States Investment in Canada
(a) Canada's Branch Tax
Reference was made earlier to Canada's "branch" tax arising under pt.
XIV of the Canadian Income Tax Act imposed on foreign corporations
which carry on business in Canada in lieu of withholding taxes on dividends
paid by such corporations, even where they may carry on all of their business
in Canada. Art. X(6) of the 1980 Convention restricts the tax to circumstances where a U.S. corporation's profits are earned through a permanent
establishment, and reduces the rate to 10 percent (from the domestic rate of
25 percent) applied to the excess of taxable profit over mainstream corporate taxes. The rate is 15 percent under the 1942 Convention. 5 6 The 1980
Convention also exempts a U.S. corporation from branch tax on the first
$500,000 of income earned after the Convention enters into effect. The
Technical Explanation states that the $500,000 exclusion is "available as of
the first year for which the Convention has effect, i.e., the 1985 tax year,
regardless of the57prior earnings and tax expenses, if any, of the permanent
establishment.
(b) Tax on Income of
Discontinued Branches
Canada, unlike the U.S., may impose regular profits tax on income
derived by a foreign enterprise from business carried on in Canada, even8
5
though realized or recognized after cessation of the Canadian operation.
The 1980 Convention, unlike its predecessor, authorizes such taxation. Art.
VII(I) provides that "if the resident carries on, or has carriedon, business as
aforesaid, the business profits of the resident may be taxed in the other State
but only so much of them as is attributable to that permanent establishment." (Emphasis added.)
(c) Management Fees
In 1963 Canada enacted an unusual extension to normal tax jurisdiction
by adopting a tax on certain "management fees" derived from Canada
regardless of where the services are performed. This was a direct response to
perceived abuses by U.S. based multinationals in intercompany charges for
administrative and management services provided from the head office.
Secs. 212(1)(a) and 212(4) were added to the Canadian Act levying a flat 25
56. Art. XI, 1942 Convention in conjunction with sec. 11(4) of the Income Tax Application
Rules, 1971. See also An Act to Amend the Income Tax Act, C-72, 33d Parl., 1st Session § 112
(1985), which enacted sec. 219.2 where it provides the same rule in place of sec. 11(4) of the
Income Tax Application Rules, 1971, which was repealed by sec. 128 of Bill C-72.
57. Having regard to President Reagan's branch tax proposals, supra note 26, art. X(6) of
the 1980 Convention, supra notes 1 & 2 would apply similarly to limit the applicability of such
tax to Canadian corporations carrying on business in the U.S. through a branch operation.
58. The Canadian Income Tax Act, supra note 6, §§ 2(3)(b) and 115(1)(a)(ii).
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percent withholding tax on payments made by Canadian companies to
foreign related persons in consideration of management or administration
fees, to the extent such payments did not comprise reimbursement of costs
and expenditures incurred in providing such services. This tax was aimed
effectively at charges for services rendered outside of Canada, inasmuch as
payments made for services rendered in Canada would be subject to Canadian tax pursuant to the general rules (pt. I of the Canadian Income Tax
Act) for taxing business profits, unless exempted by treaty. 59 This tax
expanded conventional tax jurisdiction since Canada ordinarily does not
seek to tax nonresidents in respect of non-Canadian source service
income.60
It is most curious that the response to the perceived overcharges by
foreign, particularly U.S., companies did not simply take the form of
applying existing rules governing the deductibility to the Canadian payer of
excessive amounts or those rules which tax (as dividends) appropriations for
the benefit of nonresident shareholders, pursuant to pt. XIII of the Act.
The 1942 Convention does not exempt U.S. recipients from this tax. Art.
II thereof specifically excludes management charges from "industrial and
commercial profits" for purposes of the art. I exemption. Revenue Canada
took the view, however, that the American recipient did qualify for the
reduced 15 percent rate, pursuant to art. XI.
For reasons which are not entirely clear, the 1980 Convention now provides an exemption for U.S. companies from the tax. Nothing in art. VII,
dealing with taxation of business profits, specifically addresses the issue, nor
does any other provision of the treaty. For example, such fees do not come
within the treaty definition of royalties for purposes of the 10 percent art.
XII tax. The Technical Explanation notes, in this connection, that "the term
'royalties' does not encompass management fees, which are covered by the
provisions of art. VII (business profits) or art. XIV (independent personal
services) or payments under a bona fide cost sharing arrangement." Accordingly, reasonable charges to a Canadian subsidiary for administrative or
management services, whether rendered in or out of Canada, should qualify
for exemption from Canadian tax pursuant to art. VII, as constituting
business profits not attributable to a permanent establishment in Canada.
Any excessive charges, however, could be disallowed to the Canadian payer
and subject to Canadian withholding taxes at the rate of 10 percent or 15

59. The Canadian Act, supra note 6, § 214(13)(c), and the Income Tax Regulations 805,
made thereunder.
60. Another exception to this general jurisdictional rule can arise under sec. 212(1)(d) of the
Canadian Income Tax Act, supra note 6, where the nonresident receives payments of a
contingent nature in consideration of rendering services outside of Canada.
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percent as a disguised dividend pursuant to the combined provisions of Part
XIII of the Canadian Act and art. X of the 1980 Convention. 6'
(d) Foreign Tax Credits-Country Limitation
The new foreign tax credit rules provided by art. XXIV of the 1980
Convention, particularly having regard to modifications brought about by
the first Protocol, 62 provide U.S. companies with some relief from the
foreign tax credit restrictions by eliminating the treaty per country limitation
with treaty U.S. credit, effective for the tax for the years after 1980. Thus, if
a tax is creditable under the convention, the taxpayer's foreign tax credit is
computed under the overall limitation and is not limited to a per country
limitation with respect to Canadian tax. The source rules provided for in this
article may not be used to offset third country's taxes. For example, if
income is treated as sourced in Canada under the treaty, but is otherwise
U.S. source income, it cannot be treated as foreign source income or
otherwise be credited against third country taxes. Also, some relief is
provided for U.S. citizens residing in Canada with respect to U.S. source
income.
(e) Thin Capitalization Issues
Canada has a limited "thin capitalization" concept. In the domestic
context, shareholders can provide substantially all of the capital requirements of a corporation by means of interest-bearing debt obligation. There
is no notion of recharacterizing a debt obligation as equity, as may arise in
the U.S. under rules and practice pursuant to sec. 385 of the Code.
However, where foreign shareholders are involved, there is a statutory
limitation placed on the amount of funding which may be provided by
interest-bearing debt. In particular, sec. 18(4), et seq., of the Canadian
Income Tax Act denies deductibility to a Canadian corporation in respect of
interest paid on the portion of loans received from foreign shareholders,
having direct or indirect interests of 25 percent or more, which exceed three
times the corporation's equity. The U.S. has expressed concern respecting
the apparent discriminatory nature of these rules. However, Canada's
treaty negotiators managed not only to avoid granting any concessions in
this area, but also to embody the propriety thereof in the treaty. In particular, art. XXV(8)(a) eliminates any basis for claiming exemption (on the
ground of nondiscrimination principles) from the rules: "Relating to the
deductibility of interest and which is in force on the date of signature of this

61. There should be no basis to utilize these latter provisions, alone or together with other
provisions of the Income Tax Act, respecting benefits to shareholders, direct payments, etc. to
tax the profit element in an intercompany charge provided it meets arm's-length standards.
62. Supra note 2.
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Convention (including any subsequent modification of such provisions that
do not change the general nature thereof) ..

(f) Loan Guarantee Fees
In 1974 Canada amended the Canadian Income Tax Act to tax loan
guarantee fees paid by Canadians to foreign persons as though such payments constituted interest on a loan. 63 The Federal Court of Canada decided, however, in Associates Corporation of North America, 64 that U.S.
guarantors were exempt from such treatment on the ground that such
payments constitute industrial and commercial profits for purposes of art. I
and not interest for purposes of art. XI. The issue was straightforward
inasmuch as the 1942 Convention does not purport to incorporate domestic
definitions for terms in the treaty which are undefined or only partially
defined.65
The 1980 Convention will not, however, exempt Canada's domestic rule
for guarantee fee payments. Interest for purposes of the art. XI 15 percent
withholding tax rules is defined in art. XI(4) to include ".

.

. income

assimilated to income for money lent by the taxation laws of the Contracting
State in which the income arises"; any conflict between art. XI and art. VII
dealing with exemption for business profits is eliminated by para. 6 of that
latter article which states ".

.

. where business profits include items of

income which are dealt with separately in other Articles of this Convention,
then the provisions of those articles shall not be affected by the provisions of
this article." Furthermore, the Income Tax Conventions Interpretation
Act 66 would permit Canada to tax guarantee paid under agreements entered
into after June 23, 1983, notwithstanding the terms of the 1942 Convention
(and the jurisprudence noted above). For payments in respect of arrangements in place before that day, exemption pursuant to the 1942 Convention
should continue through the end of the 1985 taxation year of the U.S.
recipient pursuant to the one year window under art. XXX(5).
3. CanadianInvestment in the United States

(a) Secondary Dividend Tax
Reference should be had to the discussion supra, at notes 26 and 47,
63. Sec. 214(15)(a).
64. Associates Corporation of North America v. The Queen, 80 D. Tax 6140.
65. A more difficult version of the problem arose in Melford (supra note 8) where Revenue
Canada argued that a provision under the former (1956) Canada-Germany Income Tax
Convention permitting utilization of domestic meanings for undefined terms would allow
taxation of guarantee fees on the basis of incorporating the 1974 amendment for purposes of
interpreting the meaning of "interest" for the 1956 Germany treaty. This was rejected by the
Supreme Court of Canada and led to the Income Tax Conventions Interpretation Act, enacted
in late 1984, supra note 7.
66. Supra note 7.
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respecting extension of U.S. jurisdiction to tax dividends paid by Canadian
corporations pursuant to art. X(7) in circumstances contemplated by sec.
861(a)(2)(B) of the Code, subject to the requirement that the Canadian
corporation is engaged in a trade or business in the U.S. through a permanent establishment within the meaning of the treaty. It is important to note
that, pursuant to art. XXX(5), the exemption from U.S. taxes under circumstances arising under art. XII of the 1942 Convention will continue
through the 1985 tax year for the recipient of dividends from a Canadian
corporation otherwise subject to tax under the new rules of art. X(7). On the
other hand, dividends paid after the expiration date of the 1942 Convention
are considered, according to the Technical Explanation, to stem from
surpluses on a last-in/first-out basis. Inasmuch as tax can apply to surpluses
accumulated in tax years commencing after September 26, 1980, earnings
and profits earned before that time, but not distributed before the art.
XXX(5) window closes, will not be available on a tax-free basis until
post-September 26, 1980 surpluses are first paid out. Thus, it will be important that maximum dividend distributions be made by a Canadian corporation during the remaining exempt period provided by art. XXX(5) of the
1980 Convention and art. XII of the 1942 Convention. This would not only
avoid U.S. taxes on some post-September 26, 1980 surpluses but prevent
prior surpluses from being "blocked" by the last-in/first-out rule. 67 Finally,
reference should be had to the prior notes respecting President Reagan's
proposals to terminate the "second" dividend tax and replace it with a
branch
tax of the type imposed under Part XIV of the Canadian Income Tax
68
Act.

(b) Code vs. Treaty-Effectively
Connected Income Rules
The Technical Explanation to the 1980 Convention on art. VII, para. 7,
addresses profits "attributable to" a permanent establishment and notes the
relevance of domestic law on defining such attribution, particularly the rules
under sec. 864 of the Code. However, the explanation also notes that the
concepts of "attributable profits" under the treaty and "effectively connected income" are not synonymous, in that income which may not be
effectively connected under the Code, such as fixed or determinable or
annual or periodical gains, may nonetheless be attributable under the
treaty.

67. The Technical Explanation states (P-H, supra note 1, 22,065 at 22,079) that "(d)ividends will be deemed to be distributed, for purposes of paragraph 7, first out of the profits of
taxation year of a company in which the distribution is made then out of the profits of the
preceding year or years of the company."
68. See notes 31 and 57, and accompanying text.
WINTER 1986

148

THE INTERNATIONAL LAWYER

4. Note Respecting Corporate Residence

Under U.S. law a corporation formed in the U.S. is taxed on worldwide
income. Foreign corporations are taxed only in respect of certain U.S.
source income or income effectively connected to a U.S. trade or business.
Under Canadian law a corporation is subject to Canadian tax on worldwide
income when it is a "resident" of Canada. A nonresident corporation is
taxed only in respect of certain Canadian source income. The residence of a
corporation for Canadian tax purposes is determined under two principal
rules. First, a corporation formed in Canada on or after April 26, 1965, is
deemed to be a resident. Second, a corporation formed outside of Canada
may also be a resident pursuant to case-made law dealing with the location
of its "central mind and management." As a general rule, central mind and
management is considered to be located where the corporation's board of
directors meet and exercise the supervening powers over a corporation. 69
For treaty purposes a corporation formed in the U.S. is a resident of the
U.S. and entitled to exemption or relief from Canadian tax arising under the
1980 Convention. 0 Similarly, a corporation which is considered a resident
under Canadian domestic law is a resident of Canada for purposes of relief
from U.S. tax arising under the Convention. Where a corporation is considered a resident of both countries (e.g., a U.S. formed corporation with mind
and management located in Canada), art. IV(3) provides a "tie-breaker"
whereby residence for treaty purposes is resolved in favor of the country of
incorporation. This rule together with art. XXIX(1) of the 1980 Convention
which, in accordance with the general principles of double tax agreements,
entitles a resident of a country to benefits under the domestic law thereof
regardless of the provisions of the treaty, can lead to "dual resident"
arrangements which provide unexpected tax relief.
For example, dividends paid by a Canadian subsidiary to a U.S. corporation are generally subject to a 10 percent Canadian tax under art. X(2)(a) of
the 1980 Convention, as discussed earlier. However, this tax could be
avoided if the U.S. parent company interposed a single purpose U.S.
formed corporation to own the shares of the Canadian corporation and took
steps to render it "resident" in Canada pursuant to Canada's domestic law
by reference to the location of its "central mind and management." In such
circumstances dividends paid by the Canadian operating company to the
U.S. shareholder corporation would be exempt from Canadian tax pursuant
to sec. 112 of the Canadian Income Tax Act which, in general, excludes from
Canadian taxation dividends paid by one Canadian resident corporation to
another. Moreover, Canadian withholding tax on dividends paid by the
U.S. corporate shareholder to its ultimate U.S. parent, otherwise arising
69. See generally BOIDMAN & DURCHARME, supra note 55, at Ch. IV (1985).

70. Art. IV(I).
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under the provisions of pt. XIII of the Canadian Income Tax Act as discussed earlier, would be precluded by art. X(5) and X(7) of the 1980
Convention. For this purpose the U.S. corporate shareholder would assert
its U.S. residence for treaty purposes. The Canadian Income Tax Act was
amended in 1985 so that dual resident companies of this type would be
deemed not to be resident of Canada so as to preclude a claim for relief
under Canada's domestic rules.'
B.

RESOURCE ACTIVITIES

The highly specialized nature of the resource industry and taxation thereof precludes an extensive commentary in this paper. It was noted at the
outset that ratification of the 1980 Convention was delayed by two different
issues faced by U.S. oil and gas interests in Canada. The first involved claims
by U.S. oil and gas companies operating in Canada through branches for
deduction of royalties paid to the provinces in computing taxable income for
Canadian purposes, notwithstanding a specific prohibition in respect thereof under the Canadian Income Tax Act, while, at the same time, claiming a
statutory "resource allowance" which had been enacted as partial compensation for the denial of royalty deductions. Then there were disputes
involving the manner in which U.S. based oil and gas drilling contractors
compute depreciation claims for Canadian purposes and pay tax to Canada
on "recapture" of such depreciation when the drilling rig is removed from
Canada and/or disposed of.
The resolution of the Crown royalty payment issue was addressed
above. 72 Art. VIII(3) of the 1980 Convention specifically addresses the issue
by prohibiting the deduction for expenses which are ".

.

. not generally

allowed as a deduction under the taxation law" of the host country.
The new treaty does not, however, specifically address issues which can
arise for depreciation claims. Rather, it is intended that the competent
authority agreement entered into last January 73 will be renewed under and
for purposes of the 1980 Convention.
The 1980 Convention also introduces the notion of a resource industry
permanent establishment based on the length of time activities are carried
on. Art. V(4) of the Convention will deem a permanent establishment to
exist in respect of oil and gas activities where they endure "for more than
71. See C-72, 33d Parl., 1st Sess. § 123 (1985) which reads: "Notwithstanding subsection (4),
for the purposes of this Act, a corporation, other than a prescribed corporation, shall be
deemed to be not resident in Canada at any time if, by virtue of an agreement of convention
between the government of Canada and the government of another country that has the force of
law in Canada, it would at that time, if it had income from a source outside Canada, not be
subject to tax on that income under Part I."
72. Supra note 10 and related text.
73. Supra note 9 and related text.
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three months in any twelve month period," eliminating, however, the
concept of establishment based on the use "of substantial machinery or
equipment" seen under the 1942 Convention. The 1980 Convention also
confirms full offshore tax jurisdiction, consistent with domestic legislation.
The 1942 Convention limited withholding taxes on passive resource royalties to 15 percent, under art. XI. Art. VI of the 1980 Convention permits the
other country to impose full domestic withholding rates, which amount to 25
percent in Canada and 30 percent in the U.S. on such payments. 74 The prior
limitations, however, will extend to the end of the recipient's 1985 tax year
pursuant to the art. XXX(5) window.
As in the case of real estate, the 1980 Convention eliminates any ongoing
exemptions, which could have arisen under art. VIII of the 1942 Convention, from full domestic taxation on gains derived from the disposition of
resource properties. 75 However, greater benefits under art. VIII will extend
through the 1985 tax year for cross-border investors, although it would seem
that, on its face, the fresh start rule of art. XIII(9) 76 would have no application to a U.S. investor in Canadian resource property, although Canadian
investors may be so entitled. Such conflicting results would arise where
regard is had to the domestic rules of each country. In Canada proceeds
from the disposition of resource properties generally are accorded ordinary
income treatment and thus not taxable in a fashion which can bring art.
XIII(9) into play.7 7 On the other hand, the Canadian investor's eligibility for
art. XIII(9) may be justified more readily to the extent that some dispositions of U.S. resource properties may give rise to capital gain treatment
under U.S. domestic law. Discussions with some of the persons who were
involved in or close to the treaty negotiations indicate mixed recollections as
to the intent, although it is arguable that the point is covered by the
following statement in the Technical Explanation: "in addition, paragraph 9
applies to a gain described in paragraph 1, even though such gain is also
income within the meaning of paragraph 3 of Article VI." It will be useful to
see if this matter is clarified by the competent authorities.78
IV. Rules for Individuals and Other Matters
Time and space limitations preclude a review of other points, particularly
74. The Canadian Income Tax Act, supra note 6, § 212(1)(d).
75. See art. XIII(1) & (3).
76. See sec. II(c) of this paper.
77. See §§ 38. 39, 54(b) and 59 and following of the Canadian Act and art. 111(2) and VI and
XIII of the treaty.
78. In a private letter addressed to Mr. Boidman in August, 1985, Revenue Canada stated its
view that art. XIII(9) has no application to resource properties so that U.S. owners of such
property located in Canada will be subject to full taxation under art. VI or XIII of the 1980
Convention once the one-year extension afforded by art. XXX(5) expires.
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those more usually relevant to individuals. Such points of interest would
include the following:
* Treatment of portfolio investment income and gains under the
1980
79
Convention is substantially similar to that under the prior treaty.
- The 1980 Convention contains a relatively full set of rules respecting the
meaning of residence, including a "tie-breaker," pursuant to art. IV(2)
which may have profound importance particularly for Canadians in view of
the 1984 DEFRA rules for residence (Code sec. 7701(b)) adopted for the
U.S. However, these tie-breaker rules may not solve personal holding
company and controlled foreign corporation problems. 80
- The 1980 Convention provides greater relief for independent contractors and agents providing cross-border services, although it tends to narrow
exemptions which may have been enjoyed by employees of a same
country
81
employer in respect of services rendered in the other country.
- Relief is provided under art. XXIV(4)-(6) for U.S. citizens resident in
Canada against double tax which can arise on U.S. source investment
income under the terms of the domestic law of the two countries.
- Anti-avoidance rules under art. XVI will generally expose athletes and
entertainers to more burdensome taxation with respect to activities where
"loan-out" corporations are involved.
- There is substantial change respecting the manner in which pensions
and annuities may be taxed both in the country of residence and the other
country.82

- There are limited anti-treaty shopping rules aimed at the83specialty
Canadian "non-resident owned" corporation and certain trusts.
" The two year tax holiday for visiting professors is terminated.8 4
" There are some rules for regulating application of U.S. accumulated
earnings or personal holding company tax to Canadian corporations.85
86
" Canadians will be granted certain rights to file joint U.S. returns.
" Special
rules allowing deductible donations are continued without much
87
change.
- There will be new restrictions placed on Canadians who move to the

79. Arts. X, XI, XII, and XIII.
80. With respect to the effect of the new U.S. residence rules on Canadians, as modified by
the 1980 Convention, see Boidman, Chopin & Granwell, Tax Effects for Canadiansof the New
U.S. Code and Treaty Residency Rules, 14 TAX MGMT. INT'L J., 143, 183 (1985).
81. Arts. XIV, XV & XVI.
82. Art. XVIII.
83. Art. XXIX(6).
84. See 1942 Convention, supra note e, art. XIIIA.
85. 1980 Convention, supra notes 1 & 2, art. X(8).
86. 1980 Convention, supra notes I & 2, art. XXV(4).
87. 1980 Convention, supra notes 1 & 2.
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U.S. in planning around Canada's
departure "tax" under sec. 48 of the
88
Canadian Income Tax Act.
* Director fees are no longer exempted. 89
• There are limitations on "treaty-shopping" implicit in the IRS Rev.
Ruls. 84-152 and 84-153
which use conduit principles to void the availability
90
of treaty benefits.

88. 1980 Convention, supra notes 1 & 2, art. XII(5).
89. Art. XV.

90. See Cole & Musher, Rev. Ruls. 84-152, 84-153 and GCM 37940 Depart From U.S.
Treaty Obligations, 14 TAX MGMT. INT'L J. 265 (1985).
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